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THE BANK OF ENGLAND AND THE MONEY MARKET 

Introduction 

ONE of the most characteristic and important parts of the 
English monetary system is the method by which the 
Bank of England protects its reserve and influences 
foreign exchange movements and gold exports by changes in 
its rate of discount. This piece of banking practice was evolved 
with difficulty mainly by the force of experience during the first 
half of the nineteenth century. The method of making the 
device effective has varied with the development of the London 
money market and with changes in the Bank of England's in- 
fluence over it. Briefly, the effectiveness of the Bank's rate of 
discount depends on the extent to which at any moment the 
Bank can control the existing supplies of short-term credit. 
With the development of the joint-stock banks its power to do 
this grew steadily less except at certain periods in the year. 
War finance aggravated development along these lines, and it 
does not appear that the Bank has at the present time regained 
even the position it held in 19 14. In view of the importance 
of a proper regulation of the discount rate for the smooth 
working of the financial system, it becomes of interest to con- 
sider what this change in the influence of the Bank amounts to, 
how far it may be considered abnormal, and how far it repre- 
sents a real shift in the balance of power in the money market 
which will have to be reckoned with in future policy. 

1873-1914 
In the first place, we may briefly consider the working of this 
control during the nineteenth century and up to 19 14. 

When Bagehot published his book on Lombard Street in 
1873, the directors of the Bank of England after repeated trial 
and error had finally adopted the policy of raising their rate of 
discount when threatened by a drain of gold from their reserves. 
This practice became established from 1857. The situation in 
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1873 may be described as follows. The Bank of England, be- 
ing the largest seller of credit in the London money market, 
was in a position to control the general rate of discount charged 
in that market. This it did in accordance with certain rules 
found by experience to be necessary to its safety as a bank ; 
that is to say, it raised the rate when gold was being withdrawn 
from its reserve and it lowered the rate when this demand for 
gold ceased. But the regulation of rates had a more far-reach- 
ing effect than to protect the solvency of the Bank. A pressure 
on the Bank of England's reserve, as Goschen showed, was really 
the result of a shortage in the supply of floating capital com- 
pared with the demand, and a rise in the interest rate was the 
natural result of this situation. " Sometimes the Bank may 
raise its rate from internal causes or from apprehension, but 
the general inference from such an advance is that which we 
have sketched ".* As the Bank was the holder of the main gold 
reserve of the country, the first warnings of maladjustment 
would be felt there, and consequently its duty was to take the 
first steps to restore equilibrium. 2 An alteration in its rate 
would produce such a restoration without the waste and friction 
which would otherwise be involved. This was the solution of a 
problem with which bankers had been blindly struggling through 
the recurring crises of the early nineteenth century. 

There are two main threads to be followed to the outbreak 
of the war. The first is the increasing importance of this ad- 
justment with respect to the change in business methods and 
the increasing complexity of commerce. The second is the 
effectiveness of the Bank of England as an instrument of 
control. 

(a) With regard to the first, the immediate object of those 
concerned has been and remains the maintenance of a reserve 
of gold sufficient to meet all demands for cash which are con- 
sidered likely to arise whether at home or abroad.3 In the 
meantime there has been a great increase in international trade 

1 Goschen, Foreign Exchanges (1863, ed. 1913), p. 134. 

8 Bagehot, Lombard Street (ed. 1915), pp. 43-153. 

3 Cf. Palgrave, Bank Rate and the Money Market, p. 218. 
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and in the use of bank credit in various forms as a means of 
payment. A large part of these credit transactions have tended 
for various reasons to center in London ; most of the loans and 
discounts made in connection with international trade are made 
through London institutions, and consequently any demand for 
cash which may arise in the course of these transactions falls on 
the gold reserves of the Bank of England. It is therefore liable 
to a demand for gold from over a wider area than before. But 
the development of money institutions has altered the aspect of 
the problem. The increased use of short-term credit has very 
much lessened the movement of cash except in times of finan- 
cial crisis, and the probability of a run on the bank reserve 
within the country is almost nil ; the fact that London institu- 
tions have lent far more abroad than they have borrowed — that, 
as they say, England is a creditor nation — makes drains of gold 
abroad much less serious, because London can draw on all the 
rest of the world. In August, 1914, the difficulty was not to get 
gold from England but to arrange means by which payments 
could be made to her. (The above does not of course apply 
under existing conditions when England is heavily in debt to 
the United States and most other countries have an embargo on 
the export of gold, but this situation may perhaps be regarded 
as temporary.) So long as this position is retained, the pro- 
tection of the gold reserve is of secondary importance. But 
the rate charged by the Bank of England, in so far as it is 
effective in the market, now exercises a controlling influence 
over the adjustment of the supply of floating capital to a de- 
mand which affects a large part of the world. Uncontrolled, 
adjustment will take place in the long run through fluctuations 
in prices with consequent waste and friction, the effects of which 
are worse as they have become more far-reaching, with greater 
interdependence between nations. The Bank of England has 
been able to exert control with effect so far as the English 
banking system is concerned and with some effect so far as in- 
ternational banking is concerned. This is the real importance 
underlying a device the immediate and conscious object of 
which is the solvency of English banking, and it is this which 
gives a more than local interest to the problem under considera- 
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tion. The frequent fluctuations in the Bank rate have caused 
complaint and comparison with the steadier bank rates of other 
countries. It has been suggested that by keeping a larger 
reserve or by holding a supply of international securities which 
could be exported when exchanges were unfavorable, such fluc- 
tuations might be avoided. 1 But the fluctuations in the discount 
rate serve an important purpose. The reserve of the Bank of 
England forms in fact a particularly sensitive index to condi- 
tions in the international short-loan market, and through the 
discount rate rapid and easy adjustment is made possible. 

(b) The importance of control then being clear, it remains 
to consider how effective a rise in the Bank rate is in securing 
control — that is to say, what is the effect of a rise in Bank rate 
on the rates charged by other institutions in the money market. 

The power of the Bank of England to enforce a rise in 
market rates has grown steadily less since Bagehot wrote in 
1873. At that date he could still say that the Bank, as holder 
of the largest part of the supply of credit, was in a position to 
dictate rates to other institutions ; any slight extra pressure 
brought borrowers to the Bank for loans.* Before 1870 the 
market rate was sometimes above the Bank rate ; since then it 
has been constantly and increasingly below.3 As early as 1875 
the position was modified. 4 In 1878 the divergence between 
Bank rate and market rate was recognized when the Bank an- 
nounced that it would discount for its private customers at the 
market rate. Between 1884 and 1890 the Bank was several 
times forced to limit the available supplies of credit in the 
market by selling consols and collecting into its own hands 
funds which it did not want. This particular method of control 

1 Cf. Palgrave, op. cit., p. 219, and Foxwell, Essays on Current Finance, p. 135 
et sea. 

* Lombard Street, p. 1 10. 

* Cf. Palgrave, op. cit., p. 32. 

4 Cf. Economist, December 5, 1874. "The Bank of England is now primus 
inter pares though it had once distanced every competitor", quoted by E. T. Powell, 
Evolution of the Money Market, p. 503. For the increasing business of the joint-stock 
banks cf. the increase in bankers' balances and other deposits of the Bank of Eng- 
land, given in Palgrave. 
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was abandoned by 1909. In 1891 it was said of the Bank that 
it still maintained a powerful hold over the market, partly be- 
cause the supply outside was not large enough to meet the 
demand, partly because the other banks were in the habit of 
giving interest at a rate of ii per cent below Bank rate to their 
depositors. It was also said that the ordinary run of discount- 
ers applied to the Bank only under exceptional circumstances, 
but that there was not enough margin in the market for extra 
loans of more than two or three millions. 1 The same authority 
said in 1 892 that there was no reason except the deposit rate 
link why an advance in Bank rate should affect the price charged 
by other dealers. 3 He suggested that the Bank might control 
supplies by paying interest on deposits and raising this rate 
when necessary 3 (this device was as a matter of fact adopted 
during the war). Similarly in 1903, Palgrave said that recourse 
was had to the Bank of England chiefly in times of pressure. 4 
In 1906 the Bank, threatened with the withdrawal of its gold, 
intervened three times in the course of six months by borrow- 
ing surplus funds. The position was summed up at the time 
by a writer in the Banker's Magazine as follows : " Sixty years 
ago the money market was controlled by the Bank of England ; 
sixteen years ago, the total deposits of the three largest joint- 
stock banks did not total 100 millions and the Bank of England 
rate was still effective. Today the money market is controlled 
by the joint-stock banks and the Bank of England is compelled 
to seek their active cooperation in order to protect its stock of 
gold." This cooperation has not always been forthcoming.' 
In 19 14 the position may be stated as follows. The Bank of 
England published weekly an official minimum rate of discount. 
In ordinary times this rate was not effective, and if the Bank 
wanted to enforce it special steps had to be taken to secure con- 

1 Clare, Money Market Primer (ed. 1896), pp. 7, 43. 

4 Clare, A. B. C. of the Foreign Exchanges (ed. 1920), p. 114. 

s Money Market Primer, p. 38. 

4 Palgrave, op. cit„ p. 47, cf. p. 219, and p. 67 — " if the rate paid by the other 
banks influences the market more than it used to do, as appears to be the case." 

5 Cf. Withers, Meaning of Money, p. 236. 
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trol of the supplies of credit by borrowing money. Besides 
this there were certain occasions when the Bank automatically 
got control : 

( i ) Times of extra trade activity. 

(2) During the first quarter of the year when tax payments 
were being made. 

(3) At the end of every quarter and when bank balance 
sheets were being published. 

(4) In the autumn. 

At all these times there was an extra demand for cash or credit. 
The supply of credit being limited, as it ordinarily was over a 
short period, by the fact that banks found it necessary to keep 
a certain proportion between their cash balances and their lia- 
bilities and between their loans and their deposits, and the supply 
not being very large relatively to the normal demand, the Bank 
of England at these times found itself in a position to dictate 
to the market. The only other connection between the market 
rate and the Bank rate lay in the precarious link constituted by 
the fact that the rate allowed by the banks to their depositors 
was i£ per cent below Bank rate. This only depended on 
custom and was a loose link at best. 

While the power of the Bank of England was thus growing 
less, the other banks, jealous of it as a powerful competitor, 
grew more anxious to strengthen themselves against it. 1 This 
came out in the discussions about keeping a larger gold reserve, 
which is one of the perennial topics in English banking contro- 
versy. The demand for a larger reserve became strong in 1 890 
after the Baring crisis, and it was clear then that the joint-stock 
banks objected to any scheme for putting larger resources into 
the hands of the Bank of England. 2 In connection with this 
there grew up a movement for keeping the extra reserve not at 
the Bank of England in the ordinary way but either in the 
vaults of the separate banks or in a special earmarked reserve 
at the Bank of England which was not to be drawn upon ex- 

1 Cf. U. S. Monetary Commission, Interviews on Banking and Currency Systems, 
p. 48. Banker's Magazine, July 1906, p. 6; Sept. 1906, p. 329. 

2 Goschen, Essays and Addresses, pp. Ill, 113. 
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cept in special emergencies. Other schemes were suggested 
for establishing a secondary reserve under the control of the 
joint-stock banks rather than of the Bank of England. 1 In the 
meantime there was a steady accumulation of gold by the 
banks. The amount was estimated at 35 millions of pounds in 
1907 and at 50 millions in 1914. Any such decentralization 
of reserves tends of course to lessen the control of the Bank of 
England still more, while the force of a demand for gold will 
still fall on its reserve. 

At the same time, there developed a movement for establish- 
ing some kind of cooperation with regard to discount rates. 
An article in the London Economist for January 15, 1876, illus- 
trates both this and a realization of the changing position of 
the Bank. Some understanding between the Bank of England 
and its principal competitors was said to be necessary in order 
that the Bank rate might be made effective. " By means of such 
an understanding the Bank of England . . . might preserve 
for some time longer the ascendancy which the course of events 
seems to threaten." 

The English banking system in the latter half of the nine- 
teenth century was the most highly centralized in the world, 
but the development of the joint-stock banks has led to a re- 
volt against control by one institution, while at the same time 
unity of action is no less necessary. Experience has abun- 
dantly shown that banks paying interest on deposits and work- 
ing for a profit tend to inflate credit, and there is real need for 
some impartial body powerful enough to fix rates in accordance 
with the general tendency of economic forces. The Cunliffe 
report seems to expect a return, for the next ten years at any 
rate, to the old system of effective control by the Bank of Eng- 
land. It is the main object of this paper to consider what 
tendencies were developed during the war period, how far these 
are likely to be permanent, and to what extent recent events 
point to a return to the old state of affairs or to a further de- 
velopment along the lines sketched above. 

1 Cf. Foxwell, Essays on Current Finance, "The Banking Reserve," p. 162 et 
sea. For a similar scheme suggested in 1874 see the Economist for December in that 
year. Cf. also Schuster, " Our Gold Reserves ", Journal of the Institute of Bank- 
ers, 1907. 
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The War Period 

The period of the war may be treated briefly. The money 
market was dominated during the greater part of the time by 
the government in the interests of government finance. Many 
devices were adopted which were temporary and have since 
been abandoned. But some of the things that happened were 
of permanent importance. The situation in the money market 
is not now what it was in 1914, and though most of the special 
war measures have been revoked they have had an effect on 
future development. It is necessary therefore briefly to review 
the most important events of these years. 

The financial history of the war may be divided into three 
periods. First, the period of transition from peace to war 
conditions, which lasted roughly from August, 19 14, to April, 
1915. Second, a period up to 1917, when the peculiar situa- 
tion produced by the war in the money market had fully de- 
veloped. Third, from 1917 to November, 191 8, when the diffi- 
culty of financing the war became more and more acute and all 
the resources of the money market were concentrated on that 
end. 

I. The first period was marked by unprecedentedly large 
issues of credit by the Bank of England to meet the crisis caused 
by the outbreak of the war. 1 Pre-war bills of exchange were 
freely discounted and renewed, special loans were issued to 
acceptors of bills, to exporters and to lenders on stock-ex- 
change securities ; under the provisions of the first War Loan 
in November, holders could borrow on it from the Bank of 
England at 1 per cent below Bank rate. In addition to these 
issues by the central bank loans were made by other institu- 
tions. On the other hand the supply of bills was much re- 
stricted by the decline in trade, the reduction in finance bills 
and acceptances, and the increase in cash transactions. By the 
beginning of 191 5 the effects of this situation were becoming 
serious. Money-market rates were very low, the American 
exchange became unfavorable, and suggestions began to be 

1 Cf. Withers, War and Lombard Street, Keynes, Economic Journal, 1914, p. 
463 et scq; 610 ct scq. 
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heard that rates ought to be higher. At the same time it was 
clear that with large supplies of credit and few bills, raising 
rates would be difficult. The joint-stock banks held greatly 
increased deposits on which they were paying interest and they 
were therefore anxious to lend; 1 with the supply of credit so 
far greater than the demand, which was further limited by the 
restriction on capital issues promulgated in January, 1915, rais- 
ing the Bank rate would be entirely useless. 2 The Bank of 
England's reserve fell to 18 per cent of its liabilities. Various 
attempts were made to control the situation. Representatives 
of the joint-stock banks met on April I and agreed to raise the 
short-loan rate to 2 per cent. An attempt made by the Bank 
of England to borrow up supplies of credit proved a failure. 
The Treasury began to issue bills in excess of current require- 
ments in order to collect the surplus into the Treasury balances 
at the Bank of England. On April 1 3 a step was taken which 
altered the whole state of affairs. Treasury bills which had 
hitherto been issued periodically in limited amounts to the 
highest bidder were now sold daily in unlimited quantities at 
rates fixed by the Bank of England. As Treasury bills were 
then the chief opening for investment, these rates tended to 
set the rates for other borrowers. From this time the govern- 
ment was able to exercise a control proportionate to the limita- 
tion in other sources of investment. In consultation with the 
Bank of England it was in a position to fix such rates as the 
credit situation required. Its policy was, however, swayed by 

' Figures for British banks (excluding the Bank of Eugland) : 

Current and Deposit Accounts. Cash on hand and at the Bank of England 







(for those banks which show this item 






separately from cash at call and short 






notice). 




£ 


£ 


1913-14 . 


. 1,032,986,100 


23S.9S7.8oo 


1914-15 • 


. 1,135,606,000 


276,045.900 



* Cf. Bankers' Magazine, January, 1915. " The free discounting of bills at the 
Bank of England so increased the supply of floating credits in the market as to make 
Bank rate hopelessly ineffective, so that now we are faced with a drain of gold, it 
seems well-nigh impossible to raise discount rates to a level affecting the exchanges." 
Cf. Economic Journal, 1914, p. 616. 
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many considerations besides that of protecting the gold re- 
serve. 

2. This brings us to the second period, of which the follow- 
ing were the main characteristics. The government was the 
chief borrower in the market and market rates tended to keep 
fairly close to the rate fixed for Treasury bills. The main ob- 
ject of the government was to concentrate all available supplies 
of credit, both home and foreign, in its hands, and to ensure 
that the money constantly disbursed by it should be returned 
as soon as possible. The rates it offered were therefore high* 
At the same time rates abroad were rising, the supply of cash 
and credit within the country was increasing, and it was often 
difficult to prevent lending and discounting at low rates by in- 
stitutions out of touch with the government policy. Special 
measures were taken. In November, 191 5, the Bank of Eng- 
land offered interest at 4i per cent on balances deposited with 
it by the joint-stock banks. This tended to prevent their mak- 
ing loans at lower rates and so to keep up the discount rate 
while it increased the power of the Bank of England to lend to 
the government. The success of this policy was seen at the 
end of the year. The usual stringency which is shown in the 
money market at this time had not appeared in 19 14 owing to 
the large supplies of floating credit, but in December, 1915, the 
market was again borrowing from the Bank of England to 
satisfy the periodic increase in the demand for cash. In the 
middle of 19 16 a rise in rates in neutral countries led to a rise 
in Bank rate and this to a rise in all other money rates. But 
exports of gold were large, and easy monetary conditions at 
the end of the year showed the incipient dangers of the situa- 
tion. The great increase in the quantity of Treasury bills 
issued meant that large quantities of credit were constantly be- 
ing thrown back on the market as these matured. So long as 
this credit was re-invested in government securities, the market 
rate of discount was not much affected but the danger re- 
mained. The success of the Treasury control of rates depended 
in fact very much on the absence of other borrowers. At this 
stage the home supplies of credit were pretty well under con- 
trol but there remained a difficulty in retaining neutral balances. 
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3. From 191 7 onwards the credit situation developed on the 
same lines. The supply was increased by further issues from 
the banks. These when disbursed by the government were 
paid in by the recipients to their banking accounts and formed 
the basis of further issues. Currency notes increased the sup- 
plies of cash. Discount rates abroad were rising. The gov- 
ernment was faced with three financial problems — to borrow 
more, to borrow cheaply, and to prevent the export of funds. 
The inherent weakness of the situation and the influence of the 
Treasury bill issues were shown when an attempt was made in 
March to return to the old system of sale by weekly tender. 
This led to such violent fluctuations in rates that after trying 
the expedient of issuing intermediate bills at Bank of England 
rates between the weekly sales, the continuous method was re- 
verted to. The pegging of neutral exchanges and the control 
over the issue of securities prevented the export of funds to 
some extent, but lowering of rates in England was followed by 
removal of neutral balances from London to New York. At 
the end of 19 17, a new device was hit upon. The Bank of 
England offered a higher rate to clearing banks on balances 
made up of foreign money than on balances made up of 
domestic money. This was followed by a general lowering of 
rates and the extension of the special Bank of England deposit 
rate to other institutions besides the clearing banks. In Janu- 
ary a special regulation under the Defence of the Realm Act 
forbade the export of capital by persons resident in Great 
Britain. The leak had now been stopped more or less and the 
government was able to go ahead with its policy of cheap bor- 
rowing. 1 The general check to trade helped of course to pre- 
vent the ordinary effects of low rates. In May, 1918, the 
joint-stock banks agreed to limit their deposit rates to a maxi- 
mum of 3 per cent. The government's measures for protection 
against competitors, both domestic and foreign, and at the same 
time borrowing cheaply, were now complete ; the rate for Treas- 
ury bills dominated the market ; market rates were below those 
prevalent in 1916 and hardly fluctuated at all. 

1 It was said, however, that large sums of neutral money were exported in spite of 
the special rate. 
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But though prevented by the stagnation in trade and by 
special devices from developing their normal results, the 
essential conditions were full of danger. Rates were low, the 
supplies of credit were large ; the connection between credit 
issues and the Bank of England's reserve was broken, and the 
Bank's power over the market was gone. For the moment, 
rates were controlled by the government in the interest of war 
finance. It remained to be seen what would happen when this 
control was removed and ordinary economic forces once more 
had free play. 

The Situation Since the Armistice 

The dangers of the situation and the measures necessary to 
meet it were explained in the report of the Cunliffe Committee 
published in August, 1918. During the year after the Armis- 
tice, government regulation of the money market was gradually 
relaxed and the recommendations of the Cunliffe committee 
were put into force. It may be as well to review briefly the 
most important events. In January, 19 19, the special Bank of 
England rates on allied balances were removed ; in October the 
special rate on foreign balances was done away with altogether. 
In March, 19 19, the control over the American exchange was 
abandoned, and in August the restrictions on the export of 
capital and the agreement fixing deposit rates at 3 per cent 
were given up. The limitation of capital issues was removed 
in December, 19 19. On the other hand the export of gold 
was forbidden. In pursuance of the Cunliffe committee's rec- 
ommendations the currency note reserve was strengthened by 
the addition of Bank of England notes and a limit was fixed to 
the fiduciary issue. In January, 1920, the government recom- 
mended that the joint-stock banks should transfer their gold 
holdings to the Bank of England, and consequently some thirty 
to thirty-five millions were transferred. In November, 19 19, 
the Bank rate was raised to 6 per cent. Throughout the year 
Treasury bills remained the chief source of investment. But 
there was no longer any reason why credit should concentrate 
in the hands of the government; an attempt to raise a long- 
dated government loan met with little response, and by 1920 
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trade had revived and a boom had begun. The demand for 
credit increased rapidly. In April the Bank rate was raised to 
7 per cent and the market rate followed. 1 The increase in 
bank deposits was checked, but the total volume of credit 
issued did not diminish. The fiduciary limit fixed for the cur- 
rency note issue has not been reached but the total amount 
outstanding increased during 1920 and has only slightly de- 
creased during the recent trade depression. The reserve of 
the Bank of England decreased and the proportion of reserve 
to liabilities touched a record (it was 7.9 on November 30th)." 
It looks as though the connection established on the Cunliffe 
committee's recommendation between the currency note issue 
and the Bank of England's reserve were only constituting an 
extra strain on the Bank without exercising a check on the 
market. So long as the banks hold large supplies of Treasury 
bills and can demand cash for them as they mature, the reserve 
of the Bank of England is no longer the sole cash supply for 
domestic purposes and its depletion can have little direct effect 
on the issue of credit. It remains, however, the chief source 
of supply for export purposes and is therefore still subject to 
exhaustion if credit is not properly controlled. For the moment 
this danger is averted by the prohibition on gold export and 
the deadlock in the exchanges. With the revival of foreign 
trade which depends in part on the removal of the prohibition, 
the real difficulties of the London money market will become 
clearer. 

On April 21, 192 1, a new policy was adopted with regard 
to the sale of Treasury bills. The old method of sale in un- 
limited quantities at fixed rates was abandoned for a weekly 
sale of fixed amounts at rates determined by competition. Be- 

1 It was lowered to 6,J£ per cent on April 28, 1921, and to 6 per cent on June 23. 
'The figures are as follows: 

Reserve. Proportion of reserve to liabilities. 

July 1919 27^ million 20.5 

January 1920 24 million 16.75 

July 1920 16 million 12.2 

December 1920 14 million 9.6 

June 1921 18 million 11. 9 
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tween these weekly sales additional bills are offered at rates 
slightly lower than the previous weekly tender rates. The 
government remains one of the chief borrowers in the market, 
and money and discount rates are largely affected by the rates 
for Treasury bills. When these are not renewed the govern- 
ment fills in the gap by borrowing on Ways and Means from 
the Bank of England. When the trade demand falls off the 
banks again employ their surplus credit in government securi- 
ties and Ways and Means advances decline. The situation then 
is far from normal. It is possible, however, to suggest certain 
elements tending to weaken the power of the Bank of England 
to regulate market rates even when the government pays off its 
floating debt and there no longer exists a paper basis for credit 
issues which endanger the gold reserve by tending to lower the 
market rate of discount below that prevalent in other centers. 

We may then attempt to summarize the existing relations 
of the Bank of England to the money market, distinguishing 
between the elements which are due to the continuance of war 
finance and presumably temporary, and those of a more per- 
manent nature. The Bank of England's control before the war 
depended in the last analysis on the fact that during any short 
period the supply of funds in the money market was constant.* 
Banks could not increase their liabilities beyond a certain pro- 
portion of tbeir cash balances ; further, when a bank made a 
loan, funds were liable to be withdrawn from it and deposited 
with another bank ; the consequent depletion of its resources 
constituted a check on further lending. Hence it used to be 
said that the Bank of England was the only real creator of 
credit because funds withdrawn from it were returned in the 
cash balance of the bank to which they were paid. The bal- 
ance sheet of the Bank of England still balanced and the other 
bank was in a position to increase its loans. This situation has 
altered in several ways. 

I. (a) Cash balances can be increased without direct re- 
course to the Bank of England. First, the banks have large 
holdings of Treasury bills and by not renewing these at maturity 

1 Cf. Tritton, "The Short Loan Fund ", Journal of the Institute of Bankers, 
1902. 



No. 3] THE BANK OF ENGLAND AND THE MONEY MARKET 447 

can at any time increase their cash balances. Second, loans 
made by the Bank of England to the government and paid out 
by it to private individuals are paid into the banks as cash de- 
posits. In both these cases, the increase in balances forms a 
basis for an increase in credit to a much larger amount. 1 The 
reduction or funding of the floating debt would cut off these 
sources of superabundant cash, but there are no signs of this 
so far. 

(b) In the second place it is no longer true that the Bank of 
England is the sole creator of credit. When one bank increases 
its loans further increases are held in check by the depletion of 
its balances resulting from drawing cheques on the loan. But 
when all the banks are increasing their loans by lending to the 
government or to trade as they have done during the past year, 
withdrawals from one bank will be balanced by payments from 
another and credit will go on expanding. This state of affairs 
is no doubt a much more temporary one, but taken in combi- 
nation with the present elasticity of cash reserves it means that 
the possibility of the Bank of England's regulating the total 
supply of credit is very much less than it was before. Credit 
is more easily increased and it is therefore more difficult for the 
Bank to obtain control over it. 

2. In the next place, it seems likely that the relation between 
credit issues and cash reserves is more elastic than before. The 
proportion of cash to deposits made by the joint-stock banks 
was for some time larger than before the war ; it is now con- 
siderably smaller. 1 Moreover, the total supply of credit is 
larger. Before the war, banks were habitually lending up to 
the limit of their resources and a very small reduction in their 
cash balances was enough to produce a stringency in the 

1 Cf. the Cunliffe report, p. 4, footnote 2. 

'The proportion of cash (excluding money at call) to deposits held by English 
joint-stock banks has been as follows : 

1913 16 per cent. 

1914 21 per cent. 

1917 19 percent. 

1919 17 percent. 

1920 16 per cent. 

1921 (May) , 14.6 per cent. 
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market. It was estimated in 1 892 that the removal of two or 
three millions was enough to make the market dependent on 
the Bank of England for further supplies. In 1910 Withers 
had about the same margin in mind when he said that a reduction 
of Other Deposits to 41 millions would produce a stringency. 
The banks either hold large supplies of cash or are willing to 
allow the proportion of cash to liabilities to run lower and if 
the total supply of credit is larger, the spare margin must be 
larger — that is to say the banks will be able to lend larger 
amounts and the Bank of England will have to borrow larger 
amounts from the market before the limit of the banks' re- 
sources is reached. Up to the present time the abnormal 
trade demand and the sale of Treasury bills have absorbed the 
surplus, but this cannot continue. On the other hand, with a 
higher level of prices the normal demand for credit must be 
larger. There are two other mitigating considerations. A 
higher level of prices may make bankers regularly keep larger 
cash balances. Also there is said to have been recently an in- 
creased use of cash as compared with the use of bank-money, 
due partly to the increased tax on cheques, partly to the rise 
in money wages, which are generally paid in cash. This also 
would tend to increase the proportion of cash which the banks 
would require, but it is not clear that either of these changes 
is permanent, and the general development of business 
methods has been making for an increased use of credit instru- 
ments as a means of payment. The existence then of a large 
free margin of credit makes it more difficult for the Bank of 
England to obtain control either by the device of borrowing up 
supplies or at those periods when it used to gain control auto- 
matically. Increased taxation will no doubt sweep larger 
amounts into the government account in the spring quarter and 
tend to absorb the surplus then. Paying off the floating debt 
with the proceeds of taxes, or funding it, will reduce inflation 
but it will not solve the problem. A permanent increase in 
the normal trade demand for credit might counterbalance the 
increased supply ; otherwise there appears to be here a serious 
factor making for low discount rates in the future and less con- 
trol by the Bank of England. 
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3. Thirdly not only is the relation between credit and cash 
reserves looser than it used to be but the relation between 
credit issues and gold reserves is looser. So long as currency 
notes are acceptable by the general public, the link with the 
gold reserve is loosened for the banks because they can use 
notes as cash. The connection was indirect before the war be- 
cause the banks counted deposits with the Bank of England as 
cash, but it is still looser now. The Cunliffe committee recom- 
mended restoring the link by the establishment of a gold cover 
for every currency note issued beyond a certain amount. As 
remarked before, this only seems to be constituting an extra 
drain on the Bank of England's reserve. The expansion of 
credit affects the gold reserve but it does not affect the cash 
balances of the banks (because they can increase them at will), 
so that credit is increased without danger so far as the home 
demand for cash is concerned ; meantime any foreign demand 
will fall on the gold reserve once the prohibition on the export 
of gold is taken off. 

Cooperation from the banks in restricting the amount of 
credit in face of a drain on the Bank of England's reserve is 
therefore, from this point of view, rather less likely than before 
because they will be less directly affected by it. 

4. The next point is the question of independent reserves. 
The decentralizing movement was checked in the early part of 
1920 when, at the request of the government, large quantities 
of gold held by the banks were transferred to the Bank of 
England. The Economist remarked at the time however that 
this could only be considered an emergency measure, and there 
are still supporters of the separate reserve idea. Of these the 
most prominent was the late Sir Edward Holden, and the last 
speech he made to the annual meeting of shareholders of the 
London City and Midland Bank in January, 1919, shows his point 
of view. 1 He wanted the joint-stock banks to hold large re- 

1 Bankers' Magazine, March, 1919. "We have had recently a great change in 
the condition of the joint-stock banks, as a result of which they have become much 
larger and more powerful. For this reason I think they ought to keep sufficient 
reserves to make themselves independent of any need for discounting at the Bank of 
England in times of crisis." 
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serves of gold specifically with the object of being independent 
of the Bank of England in times of crisis and he referred to an 
occasion during the war when joint-stock banks were able to 
export twenty millions of gold without any effect upon the 
money market. " If ", he said, " the Bank had provided the 
amount found by the joint-stock banks it would have meant most 
probably an increase in the Bank rate." This is a most excel- 
lent example of what would happen to the Bank's control over 
the market if the joint-stock banks held large separate reserves. 
It is of course in direct opposition to the recommendation of 
the Cunliffe report. 

5. Another factor to be considered is the effect of recent 
bank amalgamations. There began in 19 17 and proceeded 
with great vigor during 191 8 and 1919 a process of amalgama- 
tion in England which reduced the number of large banks to 
five (generally referred to as " the Big Five " in London news- 
papers) .* This was considered sufficiently serious for a commit- 
tee of inquiry to be appointed. The report, published in May, 
191 8, is very guarded in its language, but some of its remarks 
are worth quoting. The committee said that while they be- 
lieved that there was at present no idea of a Money Trust, it 
appeared not altogether improbable that circumstances might 
produce something approaching it at a comparatively early 
date. " The position of the Bank of England would ", they 
said, " be seriously undermined by so overwhelming a combina- 
tion and the Bank might find it extremely difficult to carry out 
its important duties as supporter and regulator of the money 
market." A review of the report said later, " It may be ques- 
tioned whether the gigantic size they [the joint-stock banks] 
have already attained does not constitute a menace to the pre- 
dominant position which the Bank of England has hitherto en- 
joyed." * The adoption of the report was followed by legisla- 
tion making amalgamations illegal without government ap- 
proval. It is worth noticing that this was immediately followed 

'The total number of English joint-stock banks in December, 1920, was thirteen, 
ef. The Economist, Feb. 5, 1921, p. 217. 
'Addis, Edinburgh Review, July, 1918. 
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by three more combinations so that the check thus constituted 
does not appear to be serious. 

It is obvious that the difficulty of control is increased if the 
Bank of England is faced not by a number of competing banks 
but by five large banks probably working in unison. Further, 
the concentration of reserves into a few hands means that a 
larger amount of credit can be issued on the old basis. The 
smaller the number of banks, the more likely it is that funds 
withdrawn from one bank will return to the same bank as de- 
posits. The probability of a drain on cash balances is there- 
fore not so great and the proportion of cash reserves to loans 
can therefore be lower. 1 Hence, since supplies of credit can 
be more easly increased, the Bank of England is again in a 
worse position than before. It looks as though the money 
market in the future would be controlled by a combination of 
the joint-stock banks. It is true that competition between 
banks tends to keep down rates and that from this point of view 
combination might make it easier to raise rates when necessary, 
but banks which pay interest on deposits cannot be expected to 
take an impartial view of the proper amount of credit to be 
issued. As the Cunliffe report said, " it is very undesirable to 
place the whole responsibility upon the discretion of the banks,. 
subject as they will be to very great pressure in a matter of this- 
kind." The difficulty is perhaps to some extent mitigated by 
the fact that a large part of the deposits are kept on current 
account and banks in England do not as a rule pay interest on 
current accounts. It is clear however that this combination of 
banks is a serious danger to the position of the Bank of Eng- 
land. 

6. Finally with regard to the customary link of ii per cent 
between the rate of interest on deposits and the Bank rate, 
which used to safeguard the position before the war, all that 
can be said at present is that the deposit rate has been 2 per 
cent below Bank rate ever since the special agreement on the 
subject between the government and the banks came to an end 
in August, 1919. 

'Sir Charles Addis thinks that amalgamation will not increase credit supplies — 
cf. Edinburgh Review, July, 1 91 8. 
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Conclusion 
We have now considered at some length the influence of the 
Bank rate on the market rate of discount. The conclusion 
seems to be that its influence is seriously weakened under pres- 
ent conditions and that there are elements in the situation which 
tend to make that weakness permanent. The old system by 
which any large increase in the quantity of credit over a short 
period depended mainly on the central bank was, as we saw, 
breaking down before the war. A return to it does not now 
appear probable. The Bank has at the present moment less 
control over the supply of credit than at any previous time in 
its history. In view of the difference between its resources and 
those of the five big London banks, as shown below, it does 
not seem likely that any policy adopted by it in opposition to 

Relative Resources of the English Joint-Stock Banks and the Bank of 

England. 
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them would be successful or that it could, in any length of time 
which we need here consider, acquire a position of equality 
with them as far as material resources are concerned. The 
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future control of the market appears to lie with some kind of 
cooperative action between the joint-stock banks and the Bank 
of England, a cooperation in which no doubt the historic pres- 
tige of the Bank might give it a greater influence than appeared 
on the surface and which might perhaps exert a more effective 
control than the old competitive method. This system would 
however be a new one and different from any that exists at 
present. 

There is one aspect of the problem on which this paper has 
not touched. That is to say how far a higher rate of discount 
in the London money market will affect the rate of exchange in 
England and the flow of gold. This is of course, in one sense, 
the most important question, since the whole object of the 
policy which we have been considering is to produce an effect 
on the exchanges and on specie movements. To a great extent 
the effect of a higher rate will depend on how far international 
trade continues to be financed through London institutions, but 
the problem as a whole is a large and complicated one ; the 
question dealt with here is at once a part of and a necessary 
preliminary to this larger problem. 

J. E. Norton. 
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